2008 In Review — 2009 Outlook

16 January 2009
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A) What is the verdict on hedge fund performance in 2008?

Performances over the medium term are still in line with the non-correlation objective.

The 20-year graph below shows that hedge fund investment is uncorrelated over the medium term.
There may be correlation at times, such as in 1994, 1998 and in 2008 when there was a sharp
contraction in liquidity.
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Over the short term, not all strategies were correlated during the crisis.

Trading strategies — those that rely on the analysis of flows rather than valuation fundamentals — did
well during the crisis. Of these, some global macro, systematic trading and discretionary trading
funds stayed comfortably in positive territory from the start of the year, posting double-digit gains in
some cases. Interest rate strategies were able to capitalise on yield curve distortions caused by
central banks’ unprecedented interventions. Others were also able to take advantage of the
substantial increase in the volume of government bond issues: some wise tactical positioning has
allowed them to exploit temporary imbalances between a strong supply and a strong demand.
Systematic and discretionary traders in general benefited from the return of volatility. As a case in
point, our HDF Trading fund of hedge funds generated a positive performance of 2.26% in 2008.
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Strategies based on fundamental analysis were correlated in the short term.

The common trait of strategies that were correlated during the review period — even though they
trade in a variety of instruments and asset classes — is that they rely on fundamental valuation
analysis to identify buy and sell opportunities. These fundamental strategies deliver the highest
returns over the medium term. But in 2008 banks deleveraged and sought liquidity “at any cost™. In
other words, positions were unwound indiscriminately and instruments were sold or bought back. As
a result market prices strayed substantially from intrinsic values on both the upside and the
downside, depending on the case. This produced short-term mark-to-market losses but also created
attractive medium-term opportunities. These include “directional” opportunities such as credit
spreads on corporate debt and securitisations that are unwarranted even under the most pessimistic
default assumptions, along with “arbitrage” opportunities such as bonds or loans paying a credit
spread that far exceeds the cost of hedging against the counterparty’s default. We have drawn up a
non-exhaustive list of these kinds of opportunities in the appendix.

The most negative returns come from those hedge funds which invested on especially illiquid
securities, close to private equity, and which did not take into account what we consider the most
important selection criteria: hedge funds must have some capacity “to hedge”.

Are performances in line with the non-correlation objective?

Recent performances are clearly in line with the non-correlation target. Returns of -10% to -15% in
2008 are admittedly negative, but these declines are much more limited than those of conventional
asset classes such as equities, down roughly 40% in 2008; credit, down around 35% for high-yield in
2008; and securitisations, with the ABX 07 ‘AAA’ index at 35% of nominal at end-2008.
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Thus, hedge funds did play at least a shock-absorbing role.

They are also likely to fulfil their capital protection role in the medium term, because losses will
probably be recouped quickly once deleveraging and forced unwinds come to an end and once
opportunities can finally be turned into returns. In any case, hedge funds will probably recoup their
losses much more quickly than conventional assets will. The table thereafter shows the returns of the
HFRI “funds of funds” index after the corrections of 1994, 1998 and 2002. It took less than one year
to recoup the losses.

Copyright © 2009, HDF Finance S.A. Page 2



http://www.hdf-finance.com/com/HDF_Flash_infos_0207_GB.pdf

Under Next Next

HFRI FoF Composite Performance Drawdown 12 month 24 month R‘et;.:;\::;y
(years) performance performance Y
31/01/1994 28/02/1995 1.1 -6% 16% 33% 05
30/04/1998 31/10/1998 0.5 -13% 16% 37% 09
31/03/2000 31/10/2002 26 -1% 11% 15% N/A

Will the asset classes that performed well in 2008 be the next bubble?

The only asset classes with positive returns in 2008 were those that typically benefit from risk
aversion, such as risk-free rates, gold, and government bonds. In the near future, as inflation
disappears in the short term, the US 30-year yield may well continue to decline below the current
level of 2.50%, but central banks’ substantial “quantitative easing” will ultimately prove inflationary.
As a result, a government bond bubble may be forming.

B) Outlook for the hedge fund industry

How generate returns if deleveraging continues and banks are still reluctant to lend to hedge
funds?

How can the hedge fund and funds of funds industry generate fresh returns and protect capital if
bank deleveraging continues? That is a good question. Very early on, the best hedge funds positioned
themselves to operate in a situation where forced unwinding by banks caused market prices to stray
from intrinsic values. They did so by significantly reducing their portfolio sensitivity, which involved
deleveraging and freeing up cash. For our part, we sold funds that we considered too optimistic, too
directional, too exposed and not flexible enough. This allowed us to refocus on cash or on nimble
funds with a more macro trading style or even a wholly market neutral style. We also concentrated
on funds that would not be unduly disrupted by indiscriminate unwinding and that could even take
advantage of it by analysing flows or macro trends.

But banks that deleverage are also less willing to lend to hedge funds. In yesterday’s world, where
volatility was low and relative values fluctuated little around their average, some hedge funds relied
on debt to generate attractive returns by amplifying small price movements. In today’s world,
volatility is high and spreads between market prices and intrinsic values can be significant, so hedge
funds no longer need leverage-driven amplification to generate returns. Most long-short equity funds,
for example, now have gross exposure (long plus short) of less than 100%. Hence, we think that
banks’ reluctance to lend to hedge funds is unlikely to be a factor that causes a drop in returns. We
should also point out that bank debt is not the only way for funds to get leverage; they can also turn
to the futures and options markets.

The portfolios of funds of funds and hedge funds have now adjusted to deleveraging and forced asset
sales. And returns will be easier to generate because of a drop in competition, as banks close their
proprietary trading desks and numerous hedge funds close their operations.

What if investors are looking for more liquid investments?

We saw earlier how a hedge fund could position itself to cope with deleveraging and investors’ need
for liquidity. One of the lessons of the crisis is that fund liquidity must be supported by assets of
comparable liquidity. Demand for liquidity is not at odds with hedge fund investing: in fact,
alternative investments offer solutions suited to investors’ varied liquidity needs, ranging from highly
liquid futures funds to private equity. We think that investors will continue to divide up their
portfolios into different liquidity buckets, but in the future they will be sure to check that funds can
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keep their liquidity promises by ensuring adequate matching with assets of comparable liquidity. For
their part, fund of funds managers will be sure to segment their product range. They will offer liquid
funds of funds that invest only in liquid hedge funds which in turn are invested in liquid assets,
alongside less liquid funds of funds that can take advantage of a broader investment universe.

Impact of widespread deleveraging and liquidity demand on the scale of the hedge fund industry.

We think that most of the hedge fund investments that were slated for sale have already been sold,
or will be so in 2009 Q1 given redemption notices. Among hedge fund investors, the first to sell were
the bank proprietary trading desks, because they needed to free up cash, reduce leverage and shore
up their regulatory capital at any cost. In our view, at this point there are probably very few
portfolios of bank capital invested in hedge funds. Furthermore, certain private banks have sold their
private clients’ investments in hedge funds, often to redirect the clients’ savings toward in-house
funds or to help refinance the bank. Note that the private investors directly monitored by our sales
teams have not sold their hedge fund portfolios and have no intention of doing so considering how
resilient hedge funds have proven compared with their equity investments. Meanwhile, institutional
final investors such as insurance companies, pension funds, retirement systems and employee-
benefit funds, which do not really need liquidity, have sold only marginal amounts of their hedge
fund investments with us. These institutions are unlikely to sell large volumes in the months ahead if
hedge fund returns continue to compare well with those of traditional asset classes.

What if investors demand simpler and more transparent investments?

The best hedge funds are amenable to more transparency and simplicity. We think that they will be
able to adapt, and may even take an active role in the movement. The industry is maturing and the
business is becoming more and more professional, which means that highly specialised managers —
those who have genuine expertise in a specific field and can explain it clearly — are likely to survive.
By contrast, overly generalist managers, those whose expertise is not understood or who are unable
to explain it clearly, will have a tough time. And fund of funds managers who rely too much on
quantitative analysis and not enough on qualitative due diligence will suffer as well. Investors, but
also regulators, are rightly clamouring for more transparency in numerous fields apart from just
alternative investing. Among their targets are tax haven-based SIVs that banks use to unload certain
assets — completely non-transparently. Other bugbears include loans knowingly granted to insolvent
borrowers because they can be immediately resold to securitisation vehicles; ratings agencies’
insufficient transparency on the criteria used to determine their ratings; and investment bank traders
who have been able to conceal positions that exceed their authorised limits.

We can say that, based on our conversations, the best hedge funds are fairly amenable to total
transparency with respect to regulators. They are also favourable to transparency with respect to
investors they can trust, i.e. investors that do not directly invest in the same securities that they do,
such as funds of hedge funds for example. By contrast, they have reservations about disclosing their
portfolios to the broader public. This could lead to unfair competition or market abuses such as short
squeezes, for example, which would be counterproductive. Transparency on risks and exposure is
often more useful and instructive for the “retail” investor than is transparency on positions.

Might stricter regulation hurt hedge fund returns?

As for regulation and transparency in alternative investing, the best hedge funds are favourable to
anything that can dampen the excesses and prevent market abuse. They support any measures that
would create a level playing field and clearly establish the rules of the game. In effect, ethical
questions aside, market abuses do not lead to lasting and recurring returns. Furthermore, they are a
nuisance to managers who rely on their expertise and fundamental analysis of asset values to
generate performance. Among the measures that could reduce excesses, one worth mentioning in
particular is a ban on naked short selling, i.e. selling stock short without borrowing it first. We are not

Copyright © 2009, HDF Finance S.A. Page 4



aware of any funds engaged in naked short selling and we think that banning the practice would be
good for the industry and would not affect the best hedge funds’ ability to generate returns.
Remember that the chief regulatory authorities, including the US SEC, Britain's FSA and France's AMF,
have stated publicly that they recognise how classic short selling, i.e. by traders that have first
borrowed the shares, enhances market efficiency.

As for regulation in general, France enjoys a system of investor protections that still gives managers
sufficient flexibility to generate returns. In addition to AMF regulations specific to funds of hedge
funds, Article R214-19 of the Monetary and Financial Code requires all funds based in France to
match the liquidity of their liabilities with that of their assets.

Lastly, the hedge fund industry has taken numerous initiatives in recent months to implement rules
of good conduct. With respect to hedge funds, we can cite those of the President’s Working Group in
the USA and the Hedge Funds Standards Board in the UK. As for funds of hedge funds, we note that,
at HDF’s initiative, the Alternative Investment Management Association (AIMA) will publish its
“Guide to Sound Practices” in Spring 2009. The European Union has just launched a consultation on
hedge funds, and the International Organization of Securities Commissions (IOSCO) has launched a
consultation on funds of hedge funds.

C) How might the Madoff scandal affect hedge funds?

The current crisis and the issue of trust.

Our society operates on the basis of trust, in both the business and the personal arenas. The Madoff
scandal is a stark reminder that trusting someone is no reason not to analyse or make appropriate
controls. And this is precisely how this crisis came about: the financial system went into shock in
August 2007 when it was realised that mortgages may have knowingly been granted to insolvent
borrowers, simply because the originating banks saw that they were always able to sell these loans
to securitisation vehicles. Tranches in these vehicles were then bought by final investors, such as
pension funds and insurance companies, that legitimately wanted to increase their percentage of
fixed income investments. Investors put their trust in the chain of investment professionals
(mortgage brokers, originating banks, the investment banks creating the vehicles, ratings agencies)
but without taking the time to inspect for themselves what they were actually buying. Whereas initial
losses affected only 1.5% of the US mortgage market (10% of the subprime sector), investor
disappointment has caused the loss of confidence to spread indiscriminately to the point of affecting
institutions and assets that were sound in principle. The excesses of blind trust were followed by an
excess of mistrust. We will soon return to a better balance between these two extremes.

Madoff: few direct consequences for financial markets.

Because the central issue of the Madoff scandal, namely trust, is the same one that set off the crisis,
we think that the direct consequences will be limited to the losses incurred by the investors involved
and that the scandal is unlikely to trigger a series of events causing a major impact on markets. In
fact, market players were already in the midst of reducing their leverage and their level of risk,
seeking liquidity, and realising that they needed to analyse and audit those in whom they placed
their trust. It is also worth noting that the funds being managed by Madoff — some $50 billion by his
own admission — represent only 2% of the US banking losses stemming from mortgages and other
loans, losses that the IMF estimates to be around $2,500 billion.

Fraud: nothing specific to hedge funds, or to asset management, or even to the field of finance!
Remember that some of the so-called “Madoff” funds had a European UCITS passport, and that they

were not hedge funds in the strictest sense. Moreover, fraud has always existed and will always exist,
in every field. Among the most glaring examples are the Panama Canal scandal, Parmalat, Enron and
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WorldCom, but we could just as easily mention the Chinese toymaker who puts a fake “CE” sticker on
products that do not respect European regulations, the driver without a license, and on and on.

Those who took too many risks will disappear.

As for whether the Madoff scandal will put any large funds of funds out of business, we think that, in
general, those that accumulated too many risks (asset-liability mismatch, bad fund selection, lack of
transparency, too much leverage) will disappear. This is true for enhanced money market funds,
microcap equity funds that had promised their investors unreasonable liquidity relative to the
liquidity of their assets, and banks that issued too many 30-year mortgages funded with short-term
money market resources. Those disappearances will be good news for the survivors, those that
steered clear of excesses and those with rigorous risk control procedures: they will be able to take
advantage of the attractive market opportunities that arise from the crisis in the face of less
competition.

All told, the crisis has not diminished the appeal of hedge fund investing.

In our view, the excesses and subsequent disappearance of certain players do not mean that the
entire hedge fund industry should be put in the same basket. Quite the opposite. Alternative
investing still has a lasting contribution to make: using all available tools to generate returns that are
uncorrelated from market trends and protect capital over the medium term is, in our view, a much
more attractive proposition than trying to beat the indices and thus making returns dependent on
index trends. Good hedge funds and well managed funds of hedge funds have not declined by 45% or
more in 2008, unlike most traditional long-only instruments. As we have seen earlier, we do not
doubt that the hedge fund industry will be able to continue to keep its promises while moving
toward greater simplicity and transparency.

The importance of rigorous due diligence.

Just as investors know that investing directly in a stock can be risky, and that they need to build a
diverse portfolio, the Madoff scandal is a reminder to investors that investing directly in a hedge fund
can be risky. To take advantage of hedge funds' benefits, it makes more sense to rely on experienced
professionals such as funds of funds with extensive experience and manager selection teams that are
robust, experienced and structured. Madoff is not an inevitability: basic but professional due
diligence enabled most serious managers to avoid the fraud.

D) 2009 outlook

In 2009 we think that the financial crisis, deleveraging and forced unwinding will come to an end
before the economic crisis does. As a result, we think that hedge fund returns will rebound before
the long-term directional returns of equities or credit.

The end of forced unwinds will allow investors to take advantage of the opportunities that the crisis
has created. To do so, one will have to be flexible, opportunistic and quick to react. This means
fundamentally not being bound by benchmarks, unlike long-only funds. Thus, we think that hedge
funds are in the best position to profit from these opportunities.

Gradual return to rational investing encouraged by a moment of respite on equity markets

We think that the return to “normal” operations on all markets, including an increase in trading
volumes and better possibilities for putting positions in place and then unwinding them, is likely to
be encouraged by the following factors:
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A Most of the deleveraging on equities already took place, as evidenced by the relative calm that
has returned to equity markets despite the announcement of increasingly dire economic news
and increasingly worrisome corporate earnings

A Lower returns from the cash portion of portfolios due to the central banks’ easing.

A Return to “normal” operations on interest rates markets thanks to increased trading volumes in
government bonds and in related derivatives markets. The large issuance of government bonds
to support the economy meets the current demand for low-risk assets.

A Return of trading on credit markets encouraged by the Fed’s sizeable purchases of credit
securities.

A The decrease in the number of very pessimistic press articles as a result of governments’
substantial stimulus plans — as much as 6% of GDP in the USA — and deflation-fighting support
measures such as the TARP or TALF, for example.

While equity markets may continue to decline in the wake of even more disappointing corporate

earnings, hedge funds will be able to position themselves like they did well during the major equity

market correction of the period 2000-03. Hedge funds know how to navigate an economic crisis, and
the task will be made all the easier if the financial crisis is behind us.

Lastly, the portfolios of hedge funds and funds of funds are now honed and adapted to a crisis

scenario, which was not the case at the start of 2008 when some of them were caught off guard. It

therefore appears that the risk of losses in 2009 is limited.

Hedge funds are the asset class of choice in this scenario of a return to rationality.

For an investor or someone allocating assets, it is hard to time equity markets: it can be hazardous to
try to pick just when to get in and get out. Rather than try to time an asset’s beta, investors can use
this equity market respite and the lower volatility from the extreme levels reached in 2008 as leading
indicators of the recovery of hedge fund returns. Not only are some hedge funds likely to be better at
timing share price rises and corrections, as was the case from 2000 to 2003, but also the equity
market rebound can also be considered a leading indicator of the end of forced unwinding, the
return of rational market behaviour and a pick-up in trading volumes that will enable hedge funds to
exploit all the opportunities created by the crisis. Furthermore, today it is hard for an investor to
make a directional play on a conventional asset class:

A Equities: the recent rebound from last autumn’s lows probably does not herald a renewed
uptrend in equity prices.

A Government bonds: with the disappearance of inflation, the US 30-year yield may continue to
decline below the current level of 2.50%, but central banks’ substantial “quantitative easing” will
ultimately prove inflationary. As a result, a government bond bubble may be forming.

A Corporate bonds: the default rates factored into spreads are high, admittedly, but hard to
evaluate because they are based on recovery rate assumptions which are difficult to make at the
moment. Corporates having been able to negotiate relatively loose covenants during the last few
years, it is likely that, because debt become due and payable later as the corporates financial
conditions deteriorates, recovery rates may fall much lower than historical rates. Therefore,
whether or not credit spreads are attractive will not become clear until the defaults start. Also, a
sound expertise is needed to properly perform such an analysis on a case by case basis.

A Commodities: there is no clear trend because commodities are exposed to country risks and the
risk of a prolonged recession.

Less competition for the best hedge funds = higher returns.

The best hedge funds will be faced with a wealth of opportunities — and significantly fewer
competitors than in recent years trying to transform those opportunities into returns. Bank trading
desks that had taken on too much risk have disappeared. Most investment banks that had been using
leverage of 35 or 40 times were either transformed into or bought up by commercial banks whose
leverage is subject to a regulatory limit of 12. At the same time, the “bad” hedge funds are gone or
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will soon disappear. This includes those that took too many risks or lacked the talent needed to
navigate the crisis. It also includes hedge funds that were launched in more prosperous times to
scoop up —too effortlessly — the steady flow of capital into the absolute return management industry.
Lastly, it includes so-called hedge funds investing in fact in close-to-private-equity strategies such as
asset-based lending (ABL) or private placements, and which were unable to live up to their promise
as a “hedge”. Once these less skilled managers are gone, it will be easier for the less numerous but
smarter survivors to exploit the inefficiencies and opportunities that the crisis will have created and
to generate solid returns for investors willing to be patient. Darwin similarly showed in biology how
the species with the most resilience to adversity will survive changes, crises and disruptions, leaving
only the strongest behind. He called this the theory of natural selection.
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Append

IX

Market opportunities created by the crisis.

Investors have been deleveraging and looking for liquidity “at any cost” on all financial markets and
with all types of instruments. It is in an indiscriminate way that positions have been unwound and
that instruments have been sold and bought back. As a result, market prices strayed substantially
from intrinsic values on both the upside and the downside, depending on the case.

We have co

mpiled a non-exhaustive list of the opportunities created by these distortions.

The best managers will be able to exploit these opportunities and convert them into attractive
returns, especially since they will face less competition than before the crisis now that many

proprietary

trading desks at banks and less successful hedge funds are gone.

Equities: most of the deleveraging is behind us

1) Impact of the distortions

A

A

A

Capital structure: The valuations of different securities issued by a single company are
not in line with their “seniority”, i.e. the level of priority assigned to security holders’
access to the company’s operating profits

Intra-sector: Valuations of similar companies in the same sector are not in line with their
financial soundness and their earnings outlook

Inter-sector: Different sectors’ valuations are not in line with their earnings outlook.
Furthermore, certain sectors are more likely to benefit from stimulus measures than are
others

Region: Different stock markets’ valuations are not in line with their outlook for
profitability (GDP growth)

Dispersion vs. indices: The dispersion of stock prices relative to indices is substantial

2) Economic crisis: The fact that certain companies adapt better than others to economic
turmoil is creating opportunities

3) Sup

port measures: Certain sectors and companies will benefit more than others from

authorities’ deflation-fighting support measures

Government bonds and derivatives: a liquid market with large volumes

1) Directional opportunities

A
A

A

The continued decline in short-term interest rates in numerous currencies

Potential bond market crash at the long end of the yield curve (strong demand for low
risk government bonds, great need on the part of governments to issue debt to support
their economies, and strong money creation by the central banks buying government
bond issues)

Inflation-linked bonds: expectations of deflation in the short term, then a return to
inflation in the medium term due to central banks’ substantial “quantitative easing”

2) Relative value opportunities (leverage no longer needed to take advantage)

A

b =N

The transaction which consists of selling government bonds prior to auction and then
buying them back at auction, is once again profitable because governments are having to
make price concessions at auction in order to issue large volumes

Central bank purchases of government bonds are flattening the long end of yield curves
The concentration of large issue volumes on certain maturities is distorting yield curves
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A Deflation (followed by inflation?): changes in yield curve slopes
A Arbitrage: government bonds against futures, TED spread, Libor-OIS spread, etc.

Currencies

A Volatility is up, which is favourable to trading
A Strong upcoming trends:
o Trends with volatility, consequences of the different capacity to act of countries’
monetary authorities
0 USdollar (state of the economy, zero interest rates)?
o0 Unwinding carry trades: emerging currencies, low-interest-rate currencies (Swiss
franc, yen)
0 Exchange rate fluctuations in certain emerging countries, capital repatriation,
disappearance of certain currency pegs, etc.
o0 Dispersion among currencies in a single region as a function of countries’ differing
exposures to the economic and financial crisis
0 Currencies tied to commodities, such as the Canadian, Australian and New Zealand
dollars

Commodities

NS .

Volatility is up, which is favourable to trading

A Movements in spot prices vs. futures prices depending on producers’ and consumers’
hedging decisions

A Dispersion among commodities

o varied impacts from the recession on consumption, e.g. metals vs. energy

0 scarcity of certain commodities, such as cocoa

o0 specific demand, such as for biofuels

Volatility

Volatility remains high, but reasonable and manageable at a level lower than the 2008 spike

A Conditions, including micro- and macroeconomic uncertainty, are favourable for volatility
traders

A Differences in volatility between asset classes: e.g. ST interest rate volatility vs. currency

volatility, or emerging currency volatility vs. commodity price volatility

Structure of future volatility, i.e. the volatility of ST options vs. LT options

A Equities:

0 spread between actual and implied volatility (options)

0 spread between volatility on puts and on calls

0 correlation trading involving baskets of stocks against indices or sectors

N

N S

Credit: deleveraging is not over yet, time is necessary to extract value

1) Directional opportunities
A Attractive credit spreads, even under pessimistic default rate assumptions
A Refinancing or debt restructuring needs
A Distressed securities, once default rates have already effectively gone up
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2) Relative value opportunities (less need to use leverage to take advantage)

A

Dispersion:

A some companies will weather the economic crisis better than others, and in
particular, some will fail

A some sectors and companies will benefit more than others from authorities’
deflation-fighting support measures

Bonds against equities

Bonds against loans

Different instruments in companies’ capital structure and securitisation vehicles

Bonds against credit derivatives

Credit derivatives against equities, since credit derivatives have been put to use as an

alternative to equities short-selling

Convertible Bonds: deleveraging is not over yet, time is necessary to extract value

A Convertible bond prices are low, and the options on equities that they contain are thus
undervalued (their implied volatility is much lower than actual equity market volatility). For
some issues, the price of the option is even negative, as the convertible bond yield is higher
than the yield on the same issuer’s conventional bond

A The high level of volatility makes it easier to capitalise on the spread between implied and
historical volatility (i.e. gamma trading is profitable)

HDF has prepared this document with the utmost care. However, it cannot be guaranteed to be comprehensive
or fully accurate. HDF cannot be held liable for errors or omissions. This non-binding document was prepared
for information purposes only and is not an offer for sale.
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